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SUBJECT: Limted Partnerships & Limted Liability Conpany Conversion

SUMVARY

This bill would authorize California general partnerships to convert to
California limted liability conpanies (LLCs) or California |imted partnerships
(LPs) and woul d authorize California LLCs and LPs to convert to general
partnershi ps and foreign and other business entities.

This analysis will only address those provisions that inpact the departnent.

EFFECTI VE DATE

This bill would be effective January 1, 2000.

Pr ogr ani Backgr ound

In 1996, legislation revised the statutory schene governing the formation
operation and dissolution of general partnerships, in accordance with the Revised
Uni form Partnership Act ("RUPA") (AB 583 [Sher], Ch. 1003, Stats. 1996). RUPA
permts a general partnership to convert into a California or foreign LP, a
California or foreign LLC, or a foreign unincorporated association. This Act

al so permts LPs or LLCs to convert into a California general partnership, but
these provisions currently are not effective because the statutes governing
California's LPs and LLCs do not expressly permt such a conversion.

SPECI FI C FI NDI NGS

Exi sting state | aw aut horizes the creation of an LLC and the registration of LLCs
created under the |laws of other states. The tax treatment of an LLC under
existing state | aw depends on its classification for tax purposes.

In general, if an LLC has nore than one owner (known as “nenber”), it is
classified as a partnership for federal and state tax purposes unless it elects
to be classified as a corporation. |[If an LLC has a single nenber, its existence
as an entity separate fromits owner will be disregarded for federal and state
tax purposes unless it elects to be classified as a corporation.

Under existing state |law, an LLC classified as a corporation for federal and
state tax purposes is subject to the corporation franchise tax, including the
m ni mum franchi se tax, or the corporation incone tax |like any other corporation.
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As a result, an LLC classified as a corporation that is organized in this state
or registered with the SoSis required to prepay the corporate m ninumfranchise
tax to the SoS at the tine of organization or registration.

In addition to corporation inconme tax and franchi se tax, existing state | aw
provi des that every LP and LLC not classified as a corporation (i.e., classified
as a partnership or disregarded) that is organized in this state, registered in
this state, or doing business in this state shall be subject to an annual tax in
an amount equal to the mnimumfranchise tax until the effective date of
cancellation or, if later, the date the entity ceases to do business within the
state.

Exi sting state | aw provides that an LLC not classified as a corporation shal

al so pay an annual fee based on the total incone fromall sources reportable to
this state for the taxable year. For exanple, an LLC with total income for the
t axabl e year greater than $250,000, but |ess than $500,000, the fee would be
equal to $500. As the total incone for the year increases, so does the fee to a
maxi mum anount of $4,500 based on a total incone that exceeds $5 million. The
annual fee payable by LLCs is required to be adjusted annually for taxable years
begi nning on or after January 1, 1999. Limted partnerships do not incur a fee.

In addition, existing state | aw provides that prior to the cancellation of any
LLC, the LLC nust obtain a tax clearance certificate fromthe Franchi se Tax Board
(FTB) certifying that the taxes and fees due, if any, for the LLC entity have
been paid, assumed or guaranteed by bond or otherw se.

The FTB either issues the tax clearance certificate or notifies the requesting
entity of the anmount of tax that nust be paid or the anpbunt of bond, deposit, or
other security that nust be furnished as a condition of issuing the certificate.
The FTB notifies the Secretary of State (SOS) when all taxes have been paid or
secured. As of that date, the SOS files the certificate of cancellation
dissolution, or wwthdrawal. As of the effective date of the cancell ation or

wi thdrawal, the LLC is no | onger subject to the annual tax and fee or the m ni num
franchi se tax, as the case may be, for taxable or income years beginning on or
after that date, unless the LLC conducted business in this state.

Al so, existing state | aw provides certain provisions for the nerger of
corporations. Upon gaining the approval for a nmerger, the nerging corporations
must file an agreement of nerger with the SOS. However, the SOS may not file the
agreenent of nerger, until a certificate of satisfaction fromthe Franchi se Tax
Board has been filed providing that all taxes inposed on the corporation
termnating as a result of the merger have been paid or secured.

Currently, upon the nerger or conversion of a corporation with another entity,
the two entities for tax purposes are treated distinct and the di sappearing
entity’'s tax year is considered to have ended on the effective date of the nerger
or conversion. However, the assets, debt, and liabilities (including taxes owed
by the merged corporation) etc. pass on to the remaining entity.

This bill would make the RUPA provisions allow ng general partnerships to convert
into a LLC or LP effective by making the necessary anmendnents in the statutes
governing LLCs and LPs.
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This bill also would provide specific guidelines for the conversion of LPs and
LLCs into another business entity or a foreign |imted partnership.

This bill would provide that the filing with the SOS of a certificate of
conversion or a statenment of partnership authority or articles of organization
containing a statenent of conversion would have the sane effect of the filing of
a certificate of cancellation by the converting entity, and that the converting
entity would not be required to file a certificate of dissolution or cancellation
as a result.

This bill would provide that an entity that converts into another entity is for
all purposes the sane entity that existed before the conversion, including all
rights and property, and liability for all debts, liabilities, and obligations of

the converting entity.

This bill would make additi onal m scel | aneous and technical amendments that woul d
not inpact the departnent.

Pol i cy Consi derati ons

By providing that the filing of a certificate of conversion or other
specified statenent shall have the effect of the filing of a certificate of
cancellation for a converting entity, without the additional explicit
requirement for a tax clearance or certificate of satisfaction, this bil
woul d appear to permt an entity to cancel or wi thdraw (via conversion)

wi t hout obtaining a tax clearance certificate. Therefore, the converting
entity would not have to resolve its tax debt before cancellation or

wi thdrawal , as required by current |aw.

State | aw provi des specific schenmes regarding the tax treatnent of LPs and
LLCs on the basis of the classification of the entity for tax purposes.

Each scheme provides specific rights or obligations that allow each type of
business entity to be unique. This bill provides after an LLC converts into
an LP, it would still be an LLC for all purposes. Under California | aw, a
converted LLC cannot be the sanme as an LP for tax purposes due to nutually
excl usive statutory provisions. By deem ng that a converted entity is for
all purposes the sane entity that existed before the conversion, this bil
woul d be inconpatible with existing | aw regarding the taxation of specific
entities.

| npl emrent ati on Consi der ati ons

This bill provides that an LLC that converts to another entity such as an LP
woul d be for all purposes the sane entity that existed before the
conversion. Gven the nature of the tax schenes descri bed above, the FTB
could not inplenment this provision wi thout further clarifying anendnents.

FI SCAL | MPACT

Depart nental Costs

This bill would not appear to significantly inpact the departnent’s cost
once the inplenentation concerns are resol ved.
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Tax Revenue Esti mate

This bill would not appear to significantly inpact the state’'s income tax
revenue.

PROPONENTS OF THE LEG SLATI ON

This bill is sponsored by the State Bar Association’s Business Law Section

BOARD POSI TI ON

Pendi ng.



